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Appendix A16 

An Example of the Use of Cost-Benefit Analysis 
Oil Price Controls 

Ui 1973-74, world oil prices were raised dramatically by the OPEC cartel. In. 
response, the U.S. imposed price controls on petroleum products, which were not 
removed until the early 1980s. Since the world price of oil could not be controlled, 
the regulations applied to domestic producers. The controls were complicated, but 
in simple terms they amounted to a less-than-world price ceiling on 
domestically-produced oil. Since the U.S. is a major oil producer (even though it 
is a net importer) , a significant fraction of domestically-consumed oil was involved. 
However, with a non-uniform price structure, a problem of windfalls was created. 
Someone was going to be entitled to buy cheap domestic oil even though the market 
price was higher. 

Government regulators created an "entitlement" system. Essentially, oil 
importers were given entitlements to buy domestically-produced oil at the bargain 
control price P c . They could either actually buy the oil and sell it at the domestic 
price Pd, or they could sell the entitlement to someone else, thus making the same 
windfall profit. The more oil you imported, the more entitlements you got. In effect, 
oil imports were subsidized, so that the domestic price of oil would be the world 
price P w minus the subsidy per unit. The "revenue" for this subsidy came at the expense 
of domestic producers who had to sell at P c , in effect a tax on them whose value per 
unit was the difference between the controlled price and the domestic price. The 
domestic price was thus a "blended" average of the controlled price and the world 
price; the value of the subsidy received by importers was equal to the value of the 
implicit tax on domestic producers . (Exports of this bargain-priced oil were banned) . 

Since the system amounted to a tax-and-subsidy scheme, it is easiest to analyze 
it by assuming that explicit taxes and subsidies were levied by the government. We 
can then compare what would have occurred without the scheme with what did occur under 
the scheme. We can ask what the effect was on a) domestic production, b) the volume 
of imports, c) the distribution of income, and d) efficiency. 
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Figure 1 is a diagram of the situation. In a free market, the world price P w 
would have prevailed domestically. Domestic producers would have produced act*-. 
Imports would have been qiq 2 . Consumers would have consumed 0q 2 . 

With -tbe scheme, however, domestic producers receive a; jiiiit price of only P c . 
As a result, domestic production is reduced to 0q3. Someone is enabled to buy domestic 
oil cheap, a right which has value, and sell at a higher domestic price 1 3%* The 
domestic price will be lower than the world price by the implicit subsidy. So let 
us simply imagine that the government offered a specific subsidy of "S" per unit of 
imports financed by a tax "t" on domestically-produced oil and used the revenue 
derived from the tax to pay the subsidy. 

Refer again to Figure 1. With the subsidy s, the domestic price is lowered 
to Pd. Consumers gain a+b+c+d+e. Imports rise to q 2 q 4 . The "cost" to government of 
the subsidy is s times imports or b+c+d+e+f . .fifitis subsidy is financed by "revenue" 
to the government of g that is t times domestic production. Producers lose a+b+g+h. 

Let's summarize the gains and losses: 

Consumers +a +b +c +d +e 

Producers -a -b -g -h 

Government -b -c -d -e -f +g 

Net -b -f -h 


As is usually the case, a net loss is shown. The government does succeed in 
keeping the domestic price lower than it would be in a free market, thus benefiting 
consumers. But deadweight inefficiency losses occur in the process. The loss of b 
andh represent production inefficiency. Domestic producers could have produced q 3 qi 
more cheaply than the world, b+h is the margin by which world costs exceeded domestic 
costs for q 3 qi. Area f is a consumption inefficiency. Consumers were induced by 
tile cheap domestic price Pd to value marginal increments of oil at less than the true 
opportunity cost P w . Area f measures the excess of the true cost of the oil (that 
had to be obtained from the world at P w ) over the added benefit to consumers who used 
it. 
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Note that the entitlement system, by increasing the volume of imports, could 
only have had an upward effect OA the world price if it had any effect on that price 
at all. Thus, a reverse "terms of trade" effect might have occurred. And, of course, 
another government goal, less reliance on foreign oil for defense reasons, was also 
adversely affected by the system since it produced less domestic oil and more 
imports . 1 


1 Of course, the scheme might have been defended along the following lines: The U.S. "conserved" its domestic oil by 
producing less in peacetime. Thus, more domestic oil was available for military emergencies or during embargoes. At the 
same time, the U.S. sucked more oil out of foreign exporting countries, reducing their stocks of oil, and weakening their 
ability adversely to affect U.S. supplies by embargo. (At some distant future date their supplies will be depleted and the 
world will have therefore adapted to the use of other energy sources). 



